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Magalie Roman Salas
Secretary
Federal Communications Commission
1919 M Street, N.W., Room 522
Washington, D.C. 20554

Telephone (202) 296-8890
Telecopier (202) 296-8893
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Re: CC Docket 96-149
Petition for Reconsideration of the National Telephone
Cooperative Association
Written Ex Parte filing

Dear Ms. Salas:

Attached is a copy ofa letter delivered today to Andrea Kearney in the Commission's
Common Carrier Bureau concerning the above proceeding.

Please direct any questions to me.
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January 11, 1999

Andrea M. Kearney
Policy and Program Planning Division
Common Carrier Bureau
Federal Communications Commission
1919 M Street, N.W.
Washington, D.C. 20554

Dear Ms. Kearney:

Telephone (202) 296-8890
Telecopier (202) 296-8893
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Re: CC Docket 96-149
Petition for Reconsideration of the National
Telephone Cooperative Association

Pending before the Commission are several Petitions for Reconsideration of the
requirement adopted in the LEC Classification Order that independent LECs must provide in
region, interstate, interexchange services through a separate affiliate. 1 In support of the Petition
of the National Telephone Cooperative Association, I have previously provided information
explaining that the separate affiliate requirement will have adverse tax consequences for some
telephone cooperatives because they would be prevented from including the interstate
interexchange revenue in their member income calculation.

In addition, at the time of our previous meeting, I reported that the Internal Revenue
Service (IRS) was expected to require a cooperative to treat the gross revenues of a subsidiary as
non-member income. The IRS has recently decided to reconsider that conclusion. A copy of
the IRS correspondence is attached. No date is given as to when this review will be completed or
whether the decision will be favorable or unfavorable.

If the IRS does change its position with regard to the gross revenues of subsidiaries, the
first adverse effect of the Commission's rules will remain in that cooperatives will still be unable
to count toll revenues generated by their members as member income if the members must be
served through a subsidiary

1 LEe Classification Order, 12 FCC Red 15756 (1997).



Ifyou have any questions on this matter, please do not hesitate to call me.

Sincerely yours

cc: Secretary

Attachment
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The Honorable Iyron L. Doi'pn
lJnIted~~

W~,DC20810

e..... S.nator Oorg.n:

The erMef.Coun... Me N.lctd VW't J rMPond 10 vour kin.. of Nov-mer 10, '988,
conc«Oine T.cI'vlicaI Advice Memorlndc6n rr~) 1722006 which addt...el

camJn tu tau. .nectlng ~hoM*'*~.

Your Wtt« exprUMCI c;one.-n 1hIt thlIT~ Advice M.-nol'llldum could
IIdVWaIly affect the tax-.x«TC't IU1UI of rnenv~one coop_l1Iv.. op.rltfng
in rw" Ameriu, and YOU are COf"'ICeI ned U\IIt thl T4tdVl1cal AdvIce Memorlnoum 11
eont:rwJry U) 1M JntM1t 01 COt'lgrMa In gr~ aemp1kMl to th... enlflie.. Whle
the dtsdotut. Mel 01 IntenlII~ Code MC1:fOn e103 do not pmnh: me to
<JIlel" dlrectfy th.lPKIft~wcpeyw c-.1t\I1 WII.lhe b... for thIa T.chnialll
AcMcI MerTwnndlMTl. I b........ 1M. fOUClwlrt; pofMl tddrIN the ..,entlaJ ConE*Tl1
ra1Md In VOUI I-=er,

prwn, .. you we proetlbty aw.,.., • TtehnlCel Advice M«norandum i. (lived to
"t.lbQ~ the IPI)IcIUon of u... tax Ir« to the fKU md c~umataneeaof •
pricus.t.~. c.... TAM'• .,.. net'"~ to provi<H ruI.. of gene"l
~, end MCtIon ., 10(P(3) 01' IN COdlIPednclUy provldM tNt they ,hln
not be -UNCI Of' cited II~. In u,. rwotuUon of other cu...

Sec:ond,~ w. reco~&e ~ 1M laue -odI..ed In TAM 8722006 may bl.
c:onc8rr, for. n\l't'1ber of OOW~...... WI h;IV. begun • P4'oc:eN of
r~eri"8~ .".tyM ..-40Qt~e.nfonh In the TAM. W. wYl be
wotkJng In eonjuncUon wttn 1M Offtce of CNeI CounMC to Maure that tNa
recoIl8k:tei.~ 1IIkes Into eecount not only~ ,_ revlnue rutin;m~ In
your teu8r, but .. 1tMtrelevam~ llrloe 1hn dI'tI. II weft .. the
~c~ polol. refltcwd In~ 101 (c)(12j .0' the Code. At
tN condu8Ion of. tNt reconlldll.Nn proc••,.1 wOUld Ixpeet to Inue ~dancl
Of~~ <a..;.., • "",,,gn or ""'11M nJln;) 1n Order to rMOtvl ttle
metttt for II wepl.,.... WhIle I oemot now predict~ our poctUon on me
iN"".~ In TAM ,72JQ01 .. chente, I want to aMVrl you 'Chet WI ...

~ua1Ingour poetdon wt\ft In~ "*'d in order to r..ch tn. correct
iii,.prwtdon of 1he -.w. '
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Fir:'8I1y. while the iuue In TAM 972200e II beIng reoon,ldered, we will instruct our
agentt that th.y IMouid not rllolv. l'lu" on ludit ba.ect on the anelYlil and
conclualon .at forth In the TAM. W. plan to communicate to taxpayers the
deci3ion'to study thll isaue and the Inetruodon. to _ienu. To the extent that this
reconalder.tio", &ted, to a conclualon th.t 111 adverse to taxpayer-, we will consider
Whether the conclusion should be applied only on I prolpeetlve balis under the
authority of Internal fte"Inue Code .ectIon 7!O~(b).

WhIJe 1r.oognilt that the pointe set forth above are not a flnal answer. I hop. they
adequately address ths concern. for the time being. If you have any furth.r
qu.stJon. or concerns at this time, plUID feel fr.e to contact me .l (202) 822
8100, or h.ve your .taff contact Rob~Harper of thll offico at (202) 622·7306.

,.

Marcus S., Owen.
Dir.ctor, e,xlmpt Organizatlons
Dlvillon
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Stuart BroVir.
Chief Counsel
Internal Revenue Service
1111 Constitution Ave ~'N
Washington. DC 20510

Dear Stuart:

Bnltro eStatts eSCnBte
WASHINGTON, DC 20510-3405

November 10, 1998
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I'm writing to ask the Internal Revenue Service (IRS) to reconsider the cor-elusion it reached
ill Technical Advice Memorandum (TAJ.'\I ) 9722006, which threatens the ta.x-exempt status of a
vast majority of telephone cooperatives operating in rural America, Congress granted the tax
exemp!ior.. fer telephone cooperatives in 1916 because it understood the iInponance of delivering
com..-nunication ser....ices to rural homes and businesses. Yet, the rn.s interpretation in TAM'9722006
would actually imperil the tax exemption that Congress enacted to ensure that reliable, a.&fordable
Cllld up-to-date com.cu!llcation services are available to our nation's rural communities. This is a
mistake and I hope you will correct it.

As you knO\\', telephone cooperatives are generally exempt from paying federal income taxes
under Section 501 (c)(12) of the Internal Revenue Code, so long as g5-percent of their income is
collected from members. The IRS has also consistently ruled that section SOlCe:) organizations do
w:u lo~e their exemption by operating a for-proflt subsidiary.

However, T .tIu'v! 9722006 departs from these long-star.ding principles. It concluded that
~ income of a tax-exempt tel::phone cooperative's wholly-owned, for-profit subsidiary is
irr.mediately attributable to the parent telephone cooperative as nop-member income for purposes
ofthe 85-percent member income test, even if its subsidia.")· does not make a payment to the parent
cooperative, is itself engaged in communication activities and is paying ta.'Xes on the profits at the
subsidiary level.. Broad application of this misguided TAM will be devastating for many telephone
cooperatives becau5e it will cause t.J,em to fail the 85-p~rceDt income test and, therefore, they will
lose their tax-exempt status. This result is clearly in conflict with congressional intent.

As you know I TA.'\19722006 was issued with respect to one particular telephone cooperative.
and ""ill ta..'ce effect only for its taxable years beginning in 1999. But I've been informed that starting
next year the IRS intends to apply the TAl"f'S position on subsidiary income to ~ tax-exempt
telephone cooperativ:s with operating subsidiaries. I!'that's true, IRS may effectively revok~ the
:ax-exempt status that Congress has granted to telephone cooperatives.



Page Two
November 10,1998

The almning new conclusion on subsidiary income reached in the TAM represents a radical
departure from the general approach that tax exempt entities under section 501 (c) do not lose their
tax exemption merely because they O'Nn stock in a taxable subsidiary. And many ofthe subsidiaries
(such as a cable television subsidiary) were formed. by a parent cooperative not only for valid
business reasons but because government rules require the separation ofregulated and non-regulated
activities.

The problems caused by theTA.\II are exacerbat~by the IRS's self-imposed January 1, 1999
effective date for applying the subsidiary income rule because no telephone cooperatives currently
have standing to challenge it in court.. Moreover, r do not believe that these small rural telephone
cooperatives should be forced into costly litigation due to this TA..i.\1, which clearly undermines
congressional intent.

The IRS relics on a 1969 revenue ruling regarding farmer cooperatives to suppOrt its TAM
position on subsidiary income. Even if the IRS believes that its 1969 revenue ruling is a correct
statement 0: law, there is n2 indication tha: Congress ev.!:' intended that telephone coopera.tives .
(exempt from taX under Section 501(c)(12) of the Code) should be treated the same as farmer
cooperatives (exempt froffi tax under Section 521 of the Code) with regard to the attribution of
activities of their taxable subsidiaries to the parent organization. To the contrary) sections 521 and
50l(c)(12) were enacted at different times for very different purposes.

You are probably aware that in addition to the subsidiary issue, an earlier 1991 TAM
mista:.<~::.lyconcluded that amounts received by a. telephone cooperative for billing and collection
services en the behalf of long distance ca..-riers were not "commur.ication services," but rather
constituted nonmember income that was not excused from the same 8S-percent member income test
used for determining its tax exemption. The U.S. Tax Court expressly overturned that IRS
interpretation, ruling that billbg lll'ld collection service income of a telephone cooperative should
not threaten its tax exemption under section 512(c)(12). In fact, the IRS recently acquiesced to the
Ta.."( Court' 5 ruling and reversed this part of the 1991 TAM.

In light of your agency's action with regard to the 1991 T.~"!, and due to new threats to
tax-exempt telephone cooperatives posed by TA,;."f 9722006, I'm urging you to reconsider the
SUbsidiary income issue. The fundamental reasons for granting t.1e tax exemption ir. 1916 are just
as important today. Smal! rural telephone cooperatives are faGi.'1g enormous new financial
challenges due to extraordinary technological advances and recent structural changes in their
industry. And such cooperatives _. and their wholly-owned subsidiaries -- ~ontinue the important
work of delivering advanced telecommunication set"\ice to rural areas where it might otherwise not
exist, at the lowest possible cost to customers.
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Your prompt attention to this matter is necessary. For general planning and regulatory
purposes, not-far-profit telephone cooperatives will need to know prior to January 1, 1999 the
consequences to the parent organization,; of activities conducted by their taxable subsidiaries.

Thank you in advance for your consideration of this issue. I leok forward to hearing from
you soon.

Sincerely,

Byron 1. rgan
U.S. Senator

BLD:njk

cc: Donalct C. Lubick, Assista.'1t Secretary of the Treasu.ry (Tax Policy)
Jonathan Talisman, Deputy Assistant Secretary of the Treasury (Tax Policy)


